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CURRENT ISSUES IN TAXATION OF
BUSINESS INVESTMENT ABROAD*
By NORMAN A. SUGARMAN**
The Federal income tax aspects of business done' abroad is a field
of growing importance. It brings into sharp focus-perhaps even more
than the customary application of the revenue laws to domestic trans-
actions-the issue of the relationship of taxation to policy in other fields
of Government. In its simplest terms, the major issue today in the taxa-
tion of the results of business done abroad is whether, on the one hand,
considerations of foreign economic and political policy or, on the other
hand, domestic revenue policy should govern.
The purpose of this paper will be to develop this issue by a survey
of the basic rules of the present tax laws relating to business done abroad
and a discussion of current suggestions for changes which bring this issue
into focus.' No attempt will be made here to set out in detail all the rules
applicable to income from foreign sources of individuals and corporations,
for that would encompass a subject almost as broad as the Internal
Revenue Code itself. Rather, in consideration of the fact that taxation
is but one aspect of the whole field of foreign business, we shall here
attempt to relate current issues in the taxation of corporate business
done abroad with the larger field of problems in foreign trade and in-
vestment. First, however, we must start with the basic provisions of the
present tax law as to the taxation of corporate business done abroad.
I. SURVEY OF PRESENT TAX LAW
A. General Principles of Taxation of
U. S. Corporation on Income From
Foreign Sources.
The Internal Revenue Code imposes the income tax in the broadest
terms "on the taxable income of every corporation". 1 It is interesting to
note that the form of the statute is such that foreign corporations are
excused from this broad assertion of tax only as exceptions to the general
rule. The statutory pattern is as follows:
United States corporations are subject to the United States tax on
their world wide income. This is based on the jurisdiction to tax because
of incorporation in the United States, just as the Government asserts juris-
diction to tax United States citizens on world wide income.
*The author's remarks originally were by way of comment on a paper
presented at the conference by Prof. Stanley S. Surrey of the Harvard Law School
and which will be published in expanded form in the June issue of the Columbia
Law Review. Since Prof. Surrey's paper is not published here, this author's com-
ments have been extended to include basic materials necessary to an understanding
of his comments.
** Member of firm, Baker, Hostetler & Patterson, Cleveland, Ohio.
1 INT. REV. CODE of 1954. §11.
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In the case of domestic corporations operating abroad through
subsidiaries, problems arise that are not present in taxing United States
citizens on foreign income. In general, income of a foreign subsidiary
is not subject to United States tax on income of foreign source until the
income is "brought home", i.e., dividends become payable to the United
States parent corporation.2 (The difference between this treatment and
that of a domestic corporation operating through foreign branches will
be discussed later.) Moreover, a domestic corporation generally cannot
include a foreign subsidiary in a consolidated return for United States
tax purposes.3 They are thus treated as separate taxpayers and, signifi-
cantly, losses on foreign operations cannot be used to offset U. S. income.
A foreign corporation engaged in trade or business within the United
States is generally subject to the same tax rates as United States domestic
corporations but only with regard to income from sources within the
United States.4
Foreign corporations not engaged in trade or business in the United
States are taxed only at a special rate (30%) on certain types of income
from sources within the United States, notably interest (other than interest
on deposits in banks), dividends, rents, compensation or other fixed or
determinable annual or periodical gains, profits and income.5
Thus the United States tax laws give full recognition to the corporate
form in doing business abroad; and in taxing a domestic corporation, the
tax laws in general treat income earned by the domestic corporate tax-
payer from foreign sources the same as income earned from domestic
sources. There are, of course, exceptions and special rules, which will
be discussed next.
B. Corporations in United States
Possessions - Western Hemisphere
Trade Corporations.
Two major exceptions to the general principle just stated, of equal
treatment of foreign and domestic income derived by United States
corporations, are provided in the cases of (a) domestic corporations en-
2 The dividends to the domestic corporation are taxable whether or not
actually brought home by the domestic parent corporation. The deduction (gen-
erally in the amount of 85% of the dividends) allowed corporations for dividends
received is not applicable to dividends from foreign corporations, except to a
limited extent in the case of certain foreign corporations deriving 50% or more
of their gross income from sources within the U.S. See INT. REV. CODE of 1954
§§243, 245.
3 INT. REv. ConE of 1954 §1504. The law contains an exception permitting
a 100% owned subsidiary formed and maintained in a contiguous foreign country
solely for the purpose of complying "with the foreign law to be included in a
consolidated return as a domestic corporation. INT REv. CODE of 1954 §1504(d).
4 INT. REv. CODE OF 1954 §882.
,5INT. Rav. CODE OF 1954 §881.
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gaged in business in United States possessions6 and (b) Western Hemi-
sphere Trade Corporations.7 These exceptions are notable because they
directly, or indirectly, reduce the rate of tax on income of domestic
corporations. They are major exceptions, not so much perhaps because
of their revenue effect, but because of their use as precedent in connection
with current issues in taxation of foreign income.
Since 1921, the tax laws have excluded from the income of a
domestic corporation income from sources outside the United States, if
80% of its gross income for the preceding period (up to three years) was
derived from sources within a possession of the United States and 50%
of its gross income is from the active conduct of a trade or business within
a possession. However, such corporations are taxable on such non-U. S.
income when received within the United States.' Thus, a domestic cor-
poration doing practically all its business in a possession is still taxable on
its foreign income when it brings it home.
In 1942, the direct step of a rate reduction was provided for
"Western Hemisphere Trade Corporations". Perhaps it would be more
accurate to say that such corporations were exempted from the corporate
surtax which that year was increased from 7% to 16%. The Senate
Finance Committee report indicated that the purpose of the exemption
was to alleviate American corporations trading within the Western
Hemisphere from competitive disadvantage with foreign corporations
under the 1942 tax rates.9
A "Western Hemisphere Trade Corporation" is now defined as
a domestic corporation all of whose business (other than incidental pur-
chases) is done in North, Central or South America, or in the West
Indies. Such a corporation must also satisfy tests reminiscent of those
for corporations doing business in possessions, namely, 957o of gross
income for a preceding period (up to 3 years) must be derived from
sources outside the United States and 90% of its gross income for such
period must be from the active conduct of a trade or business.
The present law provides a 14 percentage point reduction in the
tax applicable to Western Hemisphere trade corporations." This reduction
has stimulated the separation of the export phase from the manufacturing
phase of domestic businesses selling in the Western Hemisphere. The tax
rule is that the sale is made-and hence the income arises-when title
6 INT. REV. CODE OF 1954 §931. A similar exception but of lesser general
importance is the special treatment provided for corporations organized under
the China Trade Act of 1922. The 1954 Code limited its benefits to a deduction
of income from Hong Kong and Formosa (instead of China, as previously)
proportionate to the stock owned by residents of Formosa, Hong Kong, and of
possessions of the U.S. and residents and citizens of the U.S.
7INT. Rev. CODE OF 1954 §§921-922.
8 INT. REv. CODE OF 1954 §931(b).
OS. Rep. No. 1631, 77th Cong., 2d Sess. 32 (1942).
10 INT. REv. CODE OF 1954 §922.
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passes." Thus a pattern has developed for the use of subsidiaries which
export to or sell in the Western Hemisphere.
C. THE FOREIGN TAx CREDIT
The assertion of the United States tax on world wide income of
domestic corporations naturally gives rise to the potential of a double tax
on such income. Under our system we attack this problem by two meth-
ods: (1) a credit for foreign taxes, and (2) treaties designed to prevent
the double tax.
The tax laws generally allow corporations to deduct state and local
taxes, and foreign taxes, paid or accrued, in computing taxable income.
12
However, an option is provided in the case of any income tax paid or
accrued to a foreign country or United States possession on income
which, under United States rules, is considered derived from sources
within the taxing country or possession; and such tax may, in lieu of
the deduction, be credited directly against the U. S. tax. 3 The effect,
in the present period of a 52% corporate tax rate, is that the equivalent
of every dollar of foreign tax paid is worth a dollar in reducing the U. S.
tax, while a dollar of state tax paid is worth 52 cents in reducing the
Federal tax. Another aspect of the foreign tax credit, is that it eliminates
double taxation by, in effect, shifting the U. S. tax to the foreign country.
The whole U. S. tax on the forein income may disappear if the country
of origin imposes a 52% income tax.
The credit allowed for the tax paid to a foreign country is limited
to the proportion of the U. S. tax which the taxable income from such
country bears to the corporation's entire taxable income.14 . Prior to the
Internal Revenue Code of 1954, there was also an "overall" limitation
of the credit, that is, the credit was limited to the proportion of the U. S.
tax which net income from all foreign sources bore to the entire net
income.'". The 1954 Code retained only the "per country" limitation.
D. TAx TREATIES
Tax treaties generally have, as their principal purpose, the establish-
ment of rules to prevent double taxation by the United States and the
other contracting country. The Internal Revenue Code expressly recog-
11 G.C.M. 25131, 1947-2 C.B. 85.
12 INT. REV. CODE OF 1954 §164.
13 INT. REV. CODE OF 1954 §901. Special rules are provided for attributing
foreign taxes, paid by foreign corporations to earnings from which dividends
are received by a domestic corporation, for the purpose of allowing the domestic
corporation a foreign tax credit. INT. REV. CODE of 1954 §902.
14 INT. REV. CODE OF 1954 §904.
15 INT. REV. CODE OF 1939 §131 (b) (2), 53 Stat. 56 (1939). The President
in his Budget Message of January 21, 1954, recommended removal of the overall
limitation. Another type of "overall limitation" remains in the law, namely, an
election to use the foreign tax credit applies to all income taxes paid to foreign
countries and possessions and no portion of any such taxes may be deducted.
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nizes that treaty obligations may override its provisions in determining
taxable income.'" Although the State Department plays a role in the
conduct of tax treaty negotiations, the details of such treaties are usually
worked out, on behalf of this country, by representatives of the Treasury
Department, including representatives of the Internal Revenue Service.
The reason for this in the past has been that such tax treaties were pri-
marily concerned with detailed rules as to situs of property and income,
and arrangements for cooperation in tax administration. Recent de-
velopments which point to a greater use of tax treaties in connection with
economic and foreign policy will be discussed later.
Tax treaties have now been completed with eighteen countries.'
7
These contain, in varying degrees, mutual concessions to prevent the
imposition of two taxes by the two contracting countries on the same
income or other object of taxation. Since one country may thereby give
up a tax, its revenue may be reduced. In turn, the contracting countries
hope for an expansion of the tax base by increased trade and collaboration
in enforcement.
Under the tax treaties, there are three general methods for avoiding
double taxation. One method is for each of the countries to renounce
the right to tax a specified type of income derived from sources in that
country and received in the other. A prime example, usually spelled out
in detail in tax treaties, is the treatment of copyright royalties, which
under most of the tax treaties are totally exempt from tax by the country
of source."5 This eliminates the double tax by leaving the country in
which the royalty is received the exclusive right to tax the royalty in full.
A second method of avoiding double taxation is to limit the tax
which one of the countries may impose on income arising in it. This
again is a matter of the country of source limiting its tax. This leaves
the other country free to impose an additional tax, and has the effect of
dividing the tax between the two countries, and, when coupled with a
foreign tax credit, will minimize the aspects of double taxation.
The third method of minimizing double taxation has already been
referred to, namely, the allowance of the foreign tax credit. In such
case, the tax is limited by the country of residence or citizenship.
The last two methods may be illustrated by the application of the
treaty with Canada. For example, under the treaty with Canada, a
resident of the United States (other than a Canadian), who owns shares
in a Canadian corporation, will be subject to a tax of not more than
15 % by Canada on dividends from such corporation.1" The full amount
16 INT. REv. CODE OF 1954 §§894, 7852(d).
37 Australia, Belgium, Canada, Denmark, Finland, France, Germany, Greece,
Ireland, Italy (awaiting exchange of ratification), Japan, Netherlands, New Zea-
land, Norway, Sweden, Switzerland, Union of South Africa, United Kingdom.
18 Variations will exist in the treaties as to other types of royalties For
example, the Canadian treaty does not exempt patent royalties.
1956]
OHIO STATE LAW JOURNAL
of the dividend must be included in his U. S. income tax return, but he
may claim credit against such tax for the amount of the Canadian tax.
In the case of corporations doing business abroad, tax treaties fre-
quently seek to provide relief by the following two additional methods,
under which the country of source limits its tax. For example, a United
States corporation may have a subsidiary operating in Canada. Canada,
of course, imposes a tax on the income of such subsidiary. However,
under the treaty with Canada, Canada agrees not to impose a tax greater
than five per cent on the dividends of the Canadian subsidiary when
passed on to the American parent corporation.2 ° Also, if a U. S. cor-
poration conducts operations abroad through traveling representatives, and
without a "permanent establishment", in a country with which we have a
tax treaty, such treaties usually provide for an exemption of the income
derived from sales in that country. This exemption is lost if the seller
establishes a "permanent establishment" in the country of the source of
the income. However, the country of source may agree to tax profits
only to the extent attributable to the permanent establishment located
on it. This invariably gives rise to administrative problems, for which
the treaties provide measures of cooperation in making the necessary
determinations by the two contracting countries.2
Before concluding this brief survey of the present law and treaties,
it is worthy to note that we are still at the initial stages of a tax treaty
program2 1 with Latin American counties. There are two basic reasons
for this. One reason is that these countries generally do not have sufficient
income from United States sources which would interest them in agree-
ing to rules preventing double taxation. The second is that such capital
importing countries do not customarily tax income from outside sources.
Hence, negotiation of treaties with Latin American countries must be based
upon a different set of principles than those involved in treaties which
have been negotiated with other countries. A step in that direction has
now been proposed by the Treasury, which will be discussed later in
considering current issues in this field.
II. CURRENT PROPOSALS AFFECTING THE ROLE
OF TAXES ON FOREIGN BUSINESS
Since all changes in the substantive tax laws have the effect of
increasing or decreasing someone's tax, it would be easy to characterize
current proposals in the field of taxation of income from abroad as
19 Canadian Treaty, Article XI.
20 Canadian Treaty, Article XI clause 2.
21 Provisions for administrative cooperation for equitable avoidance of
double taxation and to prevent fiscal evasion are usually provided. See for
example, the Canadian Treaty, Articles XVI and XIX.
21a Subsequent to the date of the author's address at the Conference, a tax
treaty was completed between the United States and Honduras. This is the first
income tax convention between the United States and any Latin Amrican country.
See Int. Rev. Bull., 1956-31, p. 39.
[Vol. 17
TAXATION ISSUES
having this purpose. However, since equality and certainty are also worthy
objectives under a tax system, it may be well first of all to consider
current proposals which at least have these objectives as their stated
purposes.
A. PROPOSALs FOR TECHNICAL CLARIFICATION
Two areas to which considerable time has been devoted in recent
years for the purpose of developing workable rules, and apparently still
without results, have been the foreign tax credit and the treatment of
foreign branches.
The credit for foreign taxes is limited to "income, war profits, and
excess profits taxes paid or accrued during the taxable year to any foreign
country or to any possession of the United States". 22 This is further
defined to include "a tax paid in lieu of a tax on income, war profits,
or excess profits otherwise generally imposed by any foreign country, or
by any possession of the United States".23 Important technical and policy
issues arise from this language and the effect of the foreign tax credit.
The limitation of the tax to an "income tax" and "a tax paid in
lieu of a tax on income" has given rise to troublesome problems of inter-
pretation for many years.24 Proposals have been made from time to time
for expansion of the concept of "an income tax" by interpretation 2 or
by legislation." Treasury regulations have not attempted an all-inclusive
definition of "income tax" for purposes of a foreign tax credit, and
have defined the "tax paid in lieu of a tax on income" only so as to
include "a tax imposed by statute or decree by a foreign country or by
a possession of the United States if (1) such country or possession has
in force a general income tax law, (2) the taxpayer claiming the credit
would, in the absence of a specific provision applicable to such taxpayer,
be subject to such general income tax, and (3) such general income tax
is not imposed upon the taxpayer thus subject to such substituted tax."2
One reason for caution in extending the definition of "income tax"
for purposes of a foreign tax credit is the policy question that arises as to
the effect upon both the foreign country and the United States. For
one, the U. S. foreign tax credit may have the effect of encouraging
foreign countries in which United States business is done to enact tax
laws for which credit will be given against the U. S. tax. From the
standpoint of the foreign country, this has the effect of collecting a
tax on income which would be subject to the U. S. tax, and as long
22 1NT. REV. CODE OF 1954- §901(b) (1).
23 INT. RE V. CODE OF 1954 §903.
24The law necessitates a country by country determination of whether for-
eign taxes fall within the United States concept of an income tax. The problem
is complicated by uncertainty as to U.S. concepts and differences in foreign concepts.
25 Sen. George, 98 Cong. Rec. Pt. 6, pp. 8308-8309 (1952).
26The President's Budget Message of January 21, 1954 recommended a
credit for the "principal tax" on business, except turnover, general sales or excise
taxes, and social security taxes.
27U.S. TREAS. REG. 118 §39. 131 (h)-1(b) (1953).
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as the foreign tax rate does not exceed the U. S. tax rate, the subjected
corporation pays no greater tax than it formerly paid to the United
States. This is a comparatively painless method of taxation, except to
the extent that the foreign country may thereby impose a tax on its own
corporations. From the standpoint of the United States, the enactment of
such foreign taxes to absorb the foreign tax credit has the effect of
transferring from the United States to the foreign country the revenue
which otherwise would be collected by this Government. Opposite results
may also occur in some cases. Thus, a foreign country which reduces
its tax to provide an incentive for foreign business, may find that the
effect of such reduction is merely to shift back to the United States the
tax revenue previously absorbed by such country through the foreign
tax credit, and not actually to provide a tax reduction for the business.
These considerations suggest that changes in the foreign tax credit
involve more than mere technical definitions. It is also clear that a
uniform foreign tax credit rule, under the Internal Revenue Code,
would not necessarily mean uniform application in various parts of the
world. Accordingly, consideration of current proposals in regard to the
foreign tax credit must take into account the problems of selectivity,
which is particularly difficult under our usual policy of a uniform appli-
cation of the revenue laws. The answer may lie in seeking greater
flexibility through treaties.
Proposals for special rules for the treatment of income of foreign
branches of a domestic corporation have been made for many years,
predicated on the principle that since a domestic corporation is not taxable
on the income of a foreign subsidiary until such income is "brought
home", the equivalent treatment should be provided for a domestic
corporation operating through branches which are not separately incor-
porated. The Internal Revenue Code of 1954, as passed by the House
of Representatives, provided a procedure whereby domestic corporations
could elect to defer tax on income of certain foreign branches in a man-
ner similar to that in which the tax on income of foreign subsidiaries
is deferred. That is, the foreign income would not be subject to United
States tax until brought home.2" This legislation would have required a
separate set of accounts to be maintained for the branch, and transactions
between it and the home office, or between it and another branch (for
which the option was elected), would be treated for tax purposes as if
they were transactions between separate entities. However, this provision
of the 1954 Code was tied in with the proposed 14-point tax reduction
also included in the House Bill for domestic corporations deriving
certain types of income from foreign countries. The Senate Finance
Committee refused to go along with the 14-point reduction, and accord-
ingly the provision on foreign branches also failed of enactment.2"
28 H.R. 8300, 83rd Cong. 2nd Sess. §951-958 (1954).
29 Report of Sen. Finance Committee, Rep. No. 1622, 83rd Cong. 2nd Sess.
105 (1954).
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The principal complaint usually voiced with respect to the legislation
providing for the deferral of tax on income from foreign branch opera-
tions has been the complexity of the legislation. On the other hand, while
there are equitable grounds for the proposal that foreign branch operations
should be placed on a basis equivalent to that of foreign subsidiaries of
domestic corporations, the proposal raises in turn the issue of the pro-
priety of the present treatment of foreign subsidiaries, and the extent of
complexity which should be added to our tax system, particularly in the
foreign area, without a basic re-examination of policies. Further re-ex-
amination of the foreign branch legislation can thus be expected, although
pressure continues for the enactment of some legislation to equate the
situation with that of foreign subsidiaries.30
B. PROPOSALS FOR REDUCTION OF TAx
The major issues today in the tax treatment of the results of
business done abroad arise from two proposals made by the Administration
in 1954, which go directly to the point of tax reduction for corporations
conducting certain foreign operations.
The President, in his budget message of January 21, 1954, made
the following recommendation:3
Business income from foreign sources: I recommend that
the taxation of income from foreign business investments be
modified in several respects. The investment climate and busi-
ness environment abroad are much more important than our
own tax laws in influencing the international flow of capital
and business. Nonetheless, our capital and management know-
how can be helpful in furthering economic development in
other countries, and is desired by many of them. Our tax laws
should contain no penalties against United States investment
abroad, and within reasonable limits should encourage private
investment which should supplant Government economic aid.
Specifically, I recommend the following new provisions
in our taxation of business income from foreign sources:
(a) Business income from foreign subsidiaries or from
segregrated foreign branches which operate and elect to be
taxed as subsidiaries should be taxed at a rate of 14 percentage
points lower than the regular corporate rate. This lower rate
of tax should apply only to earnings after January 1, 1954.
Controversy developed when provisions presumably intended to
give effect to this recommendation were reported out of the House Ways
and Means Committee as part of the then-proposed Internal Revenue
Code of 1954.32 In general, the provisions of the House Bill extended
preferential treatment to income derived from business investments abroad
and as payment for skilled technical and engineering services abroad.
30 See SEGHERS, TAXEs ON FOREIGN INcOME, ALIENS AND FOREIGN CORPORA-
TIONS, IN How TO WORK WITH THE INTERNAL RaV. CODE OF 1954-, at 469.
31 Budget Message of the President (1954), Tax Recommendations, item 22.
32 H.R. 8300, 83rd Cong. 2nd Sess. §923 (1954).
1956]
OHIO STATE LAW JOURNAL
Controversy centered principally on the exclusion of income derived from
the wholesale distribution of goods in foreign countries, as well as on
other technical provisions of the House version. The controversy and
numerous counter-proposals caused the Senate Finance Committee to
conclude that further exploration of the whole subject was necessary 3
Consideration by the Joint Conference Committee of the House and the
Senate apparently did not 'produce a satisfactory conclusion, and the
whole provision was eliminated from the new code as enacted34
The Treasury has indicated that it still favors the 14-point tax
reduction as originally recommended, and the issue of such tax reduction
can be expected to be presented again to the Congress. 5
Tax reduction of a different sort, but with a purpose similar to that
previously expressed by the President, was suggested by Secretary Humph-
rey at the meeting of Ministers of Finance or Economy, at Rio de Janeiro
in November, 1954, with the following statement:38
We desire to complement these unilateral legislative steps
with bilateral tax treaties. To that end, we are prepared to
explore with individual countries the possibilities of the tax
treaty as a medium for creating a more favorable tax climate
for international trade and investment. For example, one of
the matters which might be considered in treaty discussions is
how the United States might give recognition to tax concessions
made to foreign capital by the country where the investment
is to be made. Under proper safeguards, we would be prepared
to recommend giving credit for general foreign income taxes
which are waived for an initial limited period as we now grant
credit for taxes which are imposed. Such a measure as this will
give maximum effectiveness to your own laws designed to en-
courage new enterprises.
The Secretary's proposal suggests a new approach, not only because
it permits a credit for a tax that is not paid, but also because it represents
a new principle-based on principles applicable to Latin American taxes
-of not taxing income from foreign sources. The Secretary's proposal
is presently the subject of active negotiation with Mexico, and possibly
other countries.3 7
The new approach of allowing a credit for a foreign tax reduction
poses not only the issue of a reduction in tax on income from foreign
sources, but also the writing of the tax laws of this country specifically
33 Report of Sen. Finance Committee, Rep. No. 1622, 85rd Cong. 2nd Sess.
105 (1954).
3 Conf. Rep. on H.R. 8300, Rep. No. 2543, 83rd Cong., 2nd Sess. 68 (1954).
35 See Economic Report of the President (Jan. 24, 1956) 91; Statement of
Marion B. Folsom, then Under Secretary of the Treasury, before the American
Management Association, New York, August 19, 1954.
26Treasury Release H 640, November 23, 1954.
37 See Message to Congress on Foreign Economic Policy, 101 Cong. Rec.
161 (1955).
[Vol. 17
TAdXATION ISSUES
suited to or directed to the tax policy of other countries with which a
treaty may be negotiated. This goes beyond the concept of the treaties
to avoid double taxation, and points instead to flexibility in suiting the
tax laws of this country to the economic and political objectives that
may be involved in foreign investments abroad.
III. COMMENT AND CONCLUSION
This brief survey of the basic tax rules and current issues in the
taxation of income from business done abroad does not, of course,
provide any perspective as to the relative role of such tax rules and issues
in the total factors affecting business abroad. Since this is but one paper
in a conference on problems of foreign trade and investment, it may be
well to point out that the other participants in the conference seem, in
their papers, to put far greater weight upon other elements affecting the
climate of foreign investment than United States taxation. This is not
to say that taxes and tax incentives are unimportant, but it does mean
that proposals for change in this field must be approached with the
perspective of the larger issues in the field of doing business abroad.
The principal issues in the tax treatment of income from doing
business abroad center today on whether correction and clarification of
tax rules should be made as a matter of domestic revenue administration
or to serve the purposes of foreign economic policy and international
relations. As will be seen from our discussion of the proposals for changes
in the tax laws today, there are very few issues which may be treated
solely as matters of technical clarification. In the over-all, most proposals
center on the matter of tax reduction and tax incentives. In turn, such
proposals are justified on the ground of improving our relations with
foreign countries in which the expansion of American interests is im-
portant to our foreign policy.
The differences between tax rules designed to improve tax adminis-
tration and fairness between taxpayers and those designed to serve foreign
political and economic goals are fundamental. Tax legislation and tax
treaties may be devised for the first purpose to provide greater certainty
in the impact of taxes, including international collaboration to resolve
conflicting rules of taxation. These objectives standing alone are worthy
and may in addition improve the climate for foreign business. However,
the standard, in such case, will be consistent with the treatment of
domestic taxpayers and not one of preferential treatment for businesses
engaged in foreign operations.
On the other hand, changes in tax rules for foreign political and
economic purposes must be recognized as instruments of quite a different
policy and approach than the tax laws themselves. The foreign policy
purpose in recent proposals for tax reduction is very evident. It is clearly
indicated by the President, in his recommendation on the 14-point reduc-
tion. when he said that "Our capital and management know-how can be
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helpful in furthering economic development in other countries. * * * Our
tax laws * * * within reasonable limits should encourage private invest-
mentment which should supplant Government economic aid." Similarly,
in the Secretary's statement at Rio de Janeiro, Mr. Humphrey said to
the representatives of the South American countries, regarding his pro-
posal for a credit for tax reduction: "Such a measure as this will give
maximum effectiveness to your own laws designed to encourage new
enterprises."
The fact that current proposals have purposes quite different from
usual concepts under the tax laws should be quite frankly faced. This
will remove the necessity of seeking to justify such proposals on the
basis of traditional tax standards and will permit analysis and discussion
quite openly of the two major methods of obtaining the foreign policy
objectives through the medium of the tax machinery. One method-
no matter the form-is a tax reduction on income from foreign sources.
This involves preferential treatment for businesses engaged in foreign
operations, or in other words financial aid to private investment abroad
in the interest of foreign policy.
The other method of using the tax machinery-but in a manner
quite different from the traditional tax purpose- is through the negotia-
tion of tax treaties which will provide tax reduction or classification of
rules based on particular situations and policies in foreign countries.
Such treaties may be directed to providing incentives only in or for
particular countries and particular domestic businesses, which it may be
in the interest of foreign policy to promote.
Tax treaties offer the possibility of greater flexibility and selectivity
than is feasible in tax legislation. By the same token it must be recognized
that such particularized treaties would depart from the traditional standard
of uniformity of application of the tax laws. Whether the Congress,
and taxpayers generally, will agree to such tailor-made rules, that
might not be enacted in tax legislation, is the question.
Having thus described, in relation to foreign economic and political
goals, proposals for new tax treatment of business income from abroad,
there remains for analysis the assumption that present proposals can
assist in reaching these goals. As previously indicated, the 14-point reduc-
tion in tax is the cornerstone of tax incentive proposals. Yet, it remains
to be proven whether such reduction will accomplish the purpose. The
Committee for Economic Development has recently expressed "doubt
however, that a 14 -point reduction would be enough to stimulate much
foreign investment" and that "consideration should be given to a larger
reduction"." In the final analysis, if this tax reduction-or any reduc-
tion-is not sufficient to provide the incentives that will accomplish the
foreign policy goals, then such reduction must satisfy a different set of
standards, namely traditional tax standards, under which it has the burden
of overcoming the charge of preferential treatment. Before this issue
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can be settled further evidence is needed as to the effect of U. S. tax
reduction as an incentive to foreign investment, particularly in relation
to other elements of the investment climate.
Nevertheless, the discussion of new tax rules in connection with
foreign economic and policy goals, may also have a salutary effect in
leading to new approaches to international tax relations purely for the
purpose of improved tax administration. The recognition of the peculiar
problems in dealing with foreign countries has already given impetus to
studies of foreign taxes, directed toward improved understanding and
elimination of conflicts in administrative rules.3 9 These may have im-
portant side effects in eliminating restraints on incentives to foreign
operations. Future developments also point in the direction of the
greater use of tax treaties. These may provide flexibility in adapting tax
rules to varied foreign situations in a manner not practical under Con-
gressional tax legislation. Thus, regardless of the outcome of the pro-
posals for direct tax incentives, it may be that in the long run, the
greater use of treaties and other tax administration facilities will be the
most productive in solving tax problems in foreign trade and investments.
38 C.E.D., Economic Development Abroad and the Role of American Foreign
Investment (February, 1956), 18.
39 Examples are the renewed interest in negotiation of tax treaties, the
Harvard Law School Project for a World Tax Series, and the rapidly expanding
literature on the subject of foreign investment and taxation.
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